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Economic, Fiscal, and Social Security Challenges in Consideration of

Future Demographlc Dynamlcs (1) Quoted from Material No. 4 of the Council

on Economic and Fiscal Policy

, (February 29, 2024)
Japan's working-age population (aged 15-64) will decline at an accelerated pace in the 2030s. Overcoming this significant downward pressure on growth,
which could be described as a national crisis, is a major challenge.

To counter this, it is necessary to promote innovation and enhance productivity through digital transformation and the implementation of new technologies
in society.

The decline rate for the population aged 25-74 will remain flat until around 2040. Realizing a society where people remain active throughout their lives,
including the dynamic engagement of healthy and motivated individuals aged 65-74, is crucial.

®  Furthermore, if the total fertility rate can be raised, it will help mitigate the downward pressure on growth caused by a subsequent population decline.
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(Note) Created based on the National Institute of Population and Social Security Research's "Future Population Projections for Japan (2023 revision)" (Medium-Mortality). Five-year backward moving average. 1



Assumptions for Economic Outlook

® Projections are calculated based on the following assumptions regarding productivity, labor participation, and total fertility rate.

Assumptions for the total factor productivity (TFP) growth rate
—Assuming three scenarios based on past results—
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Assumptions for the labor participation rate
—Over the past 20 years, the labor participation rate among the elderly
has effectively rejuvenated by 5 years (see p. 14).
This “rejuvenation” is assumed to continue over the next 20 years—

Approx. 86% Approx. 91%

Approx. 78% Approx. 86%

Approx. 56% Approx. 78%

Approx. 36% Approx. 56%

_______________________________________________________

* The labor participation rates (by age group) for FY2045 and
beyond are assumed to remain constant at the FY2045 level.

_______________________________________________________

Impact of the rise in the total fertility rate on total population
—Three total fertility rate scenarios assumed; impact increases in later years—
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and labor participation rate
—Economic growth will be supported by the rise in the labor participation rate
in the medium term and the rise in the total fertility rates in the long term—
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(Note) These assumptions are based on Material No. 4 in the Council on Economic and Fiscal Policy (February 29, 2023) (reproduced on p.12 and following of this document). Regarding the lower right

figure, the impact of the rise in the labor participation rate is assumed in comparison with a case where labor participation progresses to a certain extent. The impact of the rise in the total fertility rate

(\S)

reflects the effect of an increase in the working-age population caused by an increase in the number of births.



Economic, Fiscal, and Social Security Challenges in Consideration of Future Demographic Dynamics (2)

® The population aged 65 and over will peak around 2040. However, the aging rate will continue to rise after that due to the rapid decline in the younger
population.

® The populations aged 75 and over and 85 and over, which significantly impact medical and long-term (LT) care costs, are projected to increase gradually
over the long-term.

® |t is necessary to overcome this future wave of aging and ensure the sustainability of social security and public finance. We project the future state of
public finance and social security (medical and LT care) through to FY2060 along with the economic outlook, providing a quantitative perspective on

the future.
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(Note) Created based on the National Institute of Population and Social Security Research's "Future Population Projections for Japan (2023 revision)" (Medium-Mortality). 3



e  Three scenarios are made by extending the cases in the “Economic and Fiscal Projections for Medium to Long Term Analysis” (MLP) in Jan. 2024.
e  Under each assumption, public finance and social security (medical and long-term (LT) care) are projected until FY 2060.

< Economic Conditions >
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(Notes) 1. Contribution of capital is mechanically calculated so that it increases in pace with the contribution of TFP and labor in reference to those in the PP.
2. For prices after FY2034, the CPI inflation rate is set to 0.8% in the PP and to 2.0% in the TN and the HG.
The GDP deflator growth rate is lower than the CPI inflation rate by 0.3%pt (the average difference between the CPI inflation rate and the private final consumption expenditure deflator
growth rate.)

<Public Finance and Social Security >

Extend each case in MLP according to the following assumptions to estimate the benefits and burdens of medical and long-term care, primary balance (PB) of central and local
governments (% of nominal GDP) and outstanding debt of central and local governments (% of nominal GDP)

-Expense for social security: increases in pace with as the population, wages, prices, and advancement of medical care
-Expense other than social security: increases in pace with nominal GDP growth
-Revenue: increases in pace with nominal GDP growth



Economic Outlook

®  Under the @ PP, where the current economy continues amid population decline, there is a risk of prolonged low growth, including negative growth.
Conversely, under the @ TN and ® HG, where higher productivity, expanded labor participation, and rise in total fertility rate are achieved, the growth
rate remains sustainably positive.

® As aresult, real GDP per capita in 2060 could be at the lowest income level among developed nations in the PP. Achieving the TN would bring it to a level
comparable to Germany, while achieving the HG would expand it to a level comparable to the United States or Nordic countries.
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(Notes) 1. For prices after FY2034, CPI inflation rate is set to 0.8% in the PP and to 2.0% in the TN and the HG. GDP deflator growth rate is lower than CPI inflation rate by 0.3%pt (the average difference
between CPI inflation rate and Private Final Consumption Expenditure deflator growth rate.)
2. For real GDP per capita, the figures for Japan are annual values. Conversion into dollars is based on purchasing power parity (PPP) in 2015 US dollars. Values for other countries in 2060 are based on 5
the OECD Long-Term Forecast (2023).



Social Security (Medical and Long-term Care)

e The increase of expenses for medical and LT care is considered to be higher than that of nominal GDP if no restraint is implemented.

e  For medical care expenses, while the increase due to the aging factor is on trend, the increase due to the other factors including the advancement of medical care
(currently 1% per year) could be stronger because of the shift to high-cost medical care.

e LT care expenses are expected to consistently increase due to aging.
If reforms in benefits and burdens that cancel out the cost increase coming from the advancement of medical care are attained, the long-term sustainability of the
social security system is achieved under the TN and HG.

e For realizing these scenarios, various efforts are necessary: optimization of benefits through technologies including DX, establishment of a medical and LT care
supply system that meets local conditions, revision of the benefit and burden structure across the working and elderly generations through a thorough
implementation of the ability-to-pay principle.

The following factors are taken into account (Remark: “other factors” are related to medical care)
* Change in demographic composition and the unit cost (weighted average of growth rates of prices and wages)

Medical and LT

* Other factors (advancement of medical care, etc.)

Care Beneﬁts 0% per year (reforms in benefits and burdens are implemented so that the cost increase coming from the advancement of medical care is canceled out)

FY2034 to 2060 .
1% per year (increase at a current pace)

2% per year (advancement in medical care is accelerated)
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(Remark) The darker shaded area refers to the MLP period (up to FY2033))
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(Notes) 1. Based on the “Basic Data on Medical Insurance,” “Survey of LT Care Benefit Expenses” by the Ministry of Health, Labor and Welfare, “The Financial Statistics of Social Security in Japan” by the
National Institute of Population and Social Security Research, and so on. The figures in FY2019 are based on the actual values. For the estimates, figures until FY2024 are calculated starting from the
data and extrapolated using the growth rate of the budget, etc. After that, the figures are estimated as follows: growth in per capita medical expenses for each age group: 0.5 times the CPI inflation
rate plus 0.5 times the wage growth rate plus other factors; growth in per capita LT care expenses: 0.35 times the CPI inflation rate plus 0.65 times the wage growth rate. The nominal GDP growth
rate per worker is used for the wage growth rate after the period covered by the MLP.

2. ‘Benefits’ refers to insurance benefits and do not include public medical and LT care assistance nor public benefits from municipal independent projects. ‘Public Burdens’ are calculated applying the
burden ratios of current respective schemes. ‘Insurance Premium Burdens’ are calculated as residuals. i
3. This calculation assumes that the reform is implemented through the restraint of the benefits side. 6



Public Finance

threshold.

e  For economic and fiscal policies, it is important to strengthen the growth so that the HG and TN are realized by encouraging investment through public-private
partnerships and ensuring wise spending with EBPM, etc.

e In the long term, even with high economic growth, the increase in social security expenditure works to shrink the PB surplus (and could cause a PB deficit). With
the nominal interest rate higher than the economic growth rate, the outstanding debt to GDP ratio starts to go up as the PB surplus gets lower than a certain

e If the reforms in the previous page are realized, even under TN, the PB surplus is maintained and a steady decline in outstanding debt to GDP ratio follows.

Assumptions for

Public Finance

FY2034 to 2060

* Social Security Expenses

-Medical and LT care: ‘Public Burdens’ in the previous page
(‘other factors’ are set to 1%, 2% or 0%)

-Public Pensions: based on the financial verification in 2019
(Public burdens; half of the benefit of the basic pensions)

-Others: increase in pace with nominal GDP growth

* Expenses other than social security:

increase in pace with nominal GDP growth
* Revenue : increase in pace with nominal GDP growth

* Long-term interest rate: nominal GDP growth plus 0.6%pt
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(Notes) The long-term interest rate in each scenario is set so that the difference between the nominal GDP growth rate and long-term interest rate in the final year of MLP is replicated. 7



Impact of Long-term Nominal Interest Rate Change

® Under the TN with the effects of the reforms in the previous page, the debt to GDP ratio will begin to rise if long-term nominal interest rates
exceed the nominal growth rate by 1% pt.

® On the other hand, strong growth in the HG and the resulting primary balance surplus will further strengthen the long-term stability of
Japan's economic and fiscal position.

Sensitivity of the Qutstanding Debt (% of GDP) to changes in long-term nominal interest rates
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(Notes) Long-term interest rates are assumed to change over a five-year period beginning in FY2034.



Factors Contributing to Growth in Medical and LT Care Expenses

Factors contributing to growth in medical and LT care expenses (y/y, period average) and Growth rate of medical and LT care expenses

comparison with nominal growth rate = === Nominal growth rate
. . . . . Population/aging factor
Medical care expenses: The growth driven by the population/aging factor will decrease (a decrease due to

population decline partly offsetting an increase due to aging), but an increase due to other factors (e.g.,
advancement in medical care technology) will grow faster than economic growth.
LT care expenses: A consistent increase due to the population/aging factor will grow faster than economic growth.
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(e.g., advancement in medical care technology)
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(Notes) 1. Based on the “Basic Data on Medical Insurance,” “Survey of LT Care Benefit Expenses” by the Ministry of Health, Labour and Welfare, “The Financial Statistics of Social Security in Japan” by
the National Institute of Population and Social Security Research, and so on.
2. The figures are estimated as follows: growth in per capita medical expenses for each age group: 0.5 times CPI inflation rate plus 0.5 times wage growth rate plus other factors; growth in per capita
LT care expenses: 0.35 times CPI inflation rate plus 0.65 times wage growth rate. The nominal GDP growth rate per worker is used for the wage growth rate after the period covered by the MLP.
The growth rate due to other factors is calculated at 1% for medical care expenses, while no specific figure is assumed for LT care expenses (0%). 0
3. For FY2019, medical insurance benefit payments were 35.4 trillion yen, and LT care insurance benefit payments were 10.5 trillion yen.



